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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The
ancy should not cause the reader to assume that they

Journal of Account
are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students' Department.]
Examination in Accounting Theory

and

Practice—Part I

November 14, 1935, 1:30 P. M. to 6:30 P. M.
Solve problem 1 or 2, problems 3, 4 and 5 and problem 6 or 7.

No. 3 (25 points):
The capital of the co-partnership of Goe & Gettem amounted to $40,000, of
which Goe contributed $25,000 and Gettem $15,000. The arrangement with
respect to the distribution of profits was that Goe received 60% and Gettem
40%. The capital contributions referred to represented the amount of the
capital of the respective partners immediately prior to the admission of Goode
as a partner on January 1, 1933.
By agreement among the three partners the aggregate contributed capital of
the new firm at its inception on January 1, 1933, was to continue at $40,000,
Goode to pay to Goe, personally, $10,000 for the transfer from Goe’s capital
account to Goode’s capital account of a one-quarter interest and Goode to have
a 20% interest in the profits or losses, thus making the interests in profits and
losses of Goe and Gettem 40% each.
The profits for 1933 amounted to $15,000 and during the year Goe withdrew
$7,000, Gettem $5,000 and Goode $2,500. A loss of $25,000 was sustained in
1934 and the withdrawals during that year were: Goe $4,000, Gettem $3,000,
Goode $2,000. Goode had advanced $1,000 as a loan and the other liabilities
at December 31, 1934, consisted of trade accounts payable.
When it was decided at the end of 1934 to liquidate, the trade creditors were
paid in full from the cash on hand and the collections of accounts receivable.
Of the then remaining $7,500 assets $6,500 were sold for $1,500 cash. It was
agreed that this cash should be distributed before realization of the sole remain
ing asset of $1,000, the value of which was problematical. Assuming that Goe
and Gettem may have to absorb any deficiency on Goode’s accounts—
1. How should the $1,500 cash be distributed?
2. How should the proceeds from the sale of the doubtful asset be distributed
if $800 is ultimately realized?
3. How if $5,000 is ultimately realized?
4. What is the amount that should be realized so that Goode’s share may
exactly reimburse his partners for the deficiency assumed by them?
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Gettem
(40%)

Capital accounts
Goode
(20%)
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$ 1,000.00

$1,000.00

$ 2,500.00

1,000.005,000.00

$ 7,500.00

1,000.00

$ 6,500.00

$34,000.00

9,000.00

$25,000.00

$40,500.00

14,500.00

$55,000.00

15,000.00

$40,000.00

Together
$40,000.00

N ote.—The problem states that Goode was to pay to Goe, personally, “ $10,000 for the transfer from Goe’s capital account to Goode’s capital account. . a onequarter interest.” A one-quarter interest in the total capital of the partnership investment, or a one-quarter interest in Goe’s investment in the partnership? If
it was intended to transfer a one-quarter interest in the total investment of $40,000, or $10,000 to Goode’s capital account, Goode would have a credit balance of
$2,500, and Goe a debit balance of $2,000 at December 3 1 , 1934, after providing for the loss of $5,000 on the sale of the assets. However, this does not seem to be
the intention of the examiners for the problem states “ that Goe and Gettem may have to absorb any deficiency on Goode’s accounts.” This solution is based
upon a transfer of one-quarter of the balance in Goe’s account to Goode.

$ 1,750.00

2,000.00

Loss ...............................................................................................................................

$ 3,000.00

2,000.00

$1,000.00

$1,250.00

$ 250.00

$5,000.00

$ 3,750.00

Balances, December 31, 1934 (before liquidation)...............................................................................
Deduct: loss:
Assets sold ........................................................................................................................ $6,500.00
Cash received...................................................................................................................
1,500.00

$ 3,000.00

Balances, December 31, 1934 (after loss) ..............................................................................................

$ 3,750.00

Balances before loan .................................................................................................................................
Add:
Loan .....................................................................................................................................................

$7,000.00

$13,000.00

$1,000.00

$14,000.00

Total deductions........................................................................................................................ _ .

$5,000.00
2,000.00

3,000.00

$10,000.00

Goode loan
account

$ 250.00

4,000.00

$10,000.00

Deduct:
Loss for 1934..........................................................................................................................................
Goe
40% ....................................................................................................................................
Gettem 40% ....................................................................................................................................
Goode 20% .....................................................................................................................................
Withdrawals...........................................................................................................................................

$6,750.00

$17,750.00

Balances, December 3 1 , 1933..................................................................................................................

$16,000.00

2,500.00

5,000.00

7,000.00

Deduct:

Withdrawals........................................................................................................................................

3,000.00
$9,250.00

'

6,000.00

$6,250.00

$21,000.00

6,000.00

$18,750.00 $15,000.00

$24,750.00

Total ................................................................................................................................................

Balances after admission of Goode .........................................................................................................
Add:
Profits for 1933
Goe
40% ....................................................................................................................................
Gettem 40% .....................................................................................................................................
Goode 20% ....................................................................................................................................

Goe
(40%)

1 , 1933, to December 3 1 , 1934

$ 25,000.00 $15,000.00 $
6,250.00
6,250.00

G oe , G ettem and Goode
Statement of partners' capital accounts for the period from January

Profit-and-loss ratio
Balances, January 1, 1933........................................................................................................................
Transferred from Goe to Goode..............................................................................................................
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$ 1,125.00
$

138
$

Cash to be distributed ............................................................................................................................

400.00

$

$

545.00
$

Balances, after transfer............................................................................................................................
Additional possible loss on Goode’s account.........................................................................................
Goe
(40/80) ................................................................................................................................
Gettem (40/80) ................................................................................................................................

145.00

$

545.00
$

Balances......................................................................................................................................................
Transfer Goode’s loan account to capital..............................................................................................

625.00 $

80.00

$ 200.00

$

1,125.00

$1,000.00

Goode loan
account

Together

1,000.00

$ 2,500.00

Goode
(20%)

145.00

400.00 $

$

$

$

$

800.00

800.00
290.00

$ 290.00

545.00

200.00

$ 1,000.00

800.00

$1,000.00

$ 2,500.00
1,500.00

Together

$ 1,500.00

$ 1,500.00

$1,290.00 $1,000.00 $
1,000.00
1,000.00

40.00

$1,250.00

$1,000.00

Goode loan
account

$

$

545.00

80.00

625.00

375.00

Gettem
(40%)

$ 1,750.00 $ 1,000.00

Goe
(40%)..............................................................................................................
Gettem (40%).................................................................................................................................
Goode (20%).................................................................................................................................

Loss ............................................................................................................................

Balances, after first cash distribution ....................................................................................................
Additional loss on sale of asset:
Cost ............................................................................................................................... $1,000.00
Amount received.............................................................................................................
800.00

Balances, December 31, 1934 (after loss) ..............................................................................................
First cash distribution ..............................................................................................................................

Profit-and-loss ratio

Capital accounts
Goe
(40%)

$1,250.00

375.00 $

225.00

450.00

600.00 $ 450.00

(2) Statement showing the distribution of the proceeds from the sale of the doubtful asset which was sold for $800.

Cash to be distributed ..............................................................................................................................

225.00

$ 1,350.00 $

Balances, after transfer............................................................................................................................
Additional possible loss:
On Goode’s account..........................................................................................................................
Goe
(40/80) ...............................................................................................................................
Gettem (40/80) ...............................................................................................................................

200.00

$1,250.00

Goode
(20%)

600.00 $1,450.00 $1,000.00 $ 1,500.00
1,000.00
1,000.00

400.00

$ 1,000.00

$ 1,350.00 $

400.00

$ 1,750.00

(40%)

Gettem

Capital accounts
Goe
(40%)

Balances......................................................................................................................................................
Transfer Goode’s loan account to capital.............................................................................................

Balances, December 31, 1934 (after loss) ..............................................................................................
Additional possible loss:
Asset unrealized ................................................................................................................................
Goe
(40%).................................................................................................................................
Gettem (40%).................................................................................................................................
Goode (20%).................................................................................................................................

Profit-and-loss ratio

(1) Statement showing the distribution of the $1,500 cash.
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$ 2,225.00 $ 450.00

$ 2,225.00 $

$ 2,225.00
$ 2,225.00

Balances.....................................................................................................................................................
Transfer of debit balance in Goode’s capital account to his loan account......................................

Cash to be distributed..............................................................................................................................

$ 550.00
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$1,250.00

625.00
$

Gettem
(40%)
625.00

$ 1,125.00

$ 1,125.00

Cash to be distributed..............................................................................................................................

$1,000.00

Goode loan
account

1,250.00

Together
$ 1,000.00

$ 1,125.00 $_______ _

$________

$ 2,250.00

$ 2,250.00

250.00 _________ __________

$1,250.00

Goode
(20%)

$ 1,125.00 $1,000.00 $1,000.00
1,000.00
1,000.00

(40%)............................................................................................................
500.00
(40%).............................................................................................................................
500.00
(20%)............................................................................................................................. .................... ....................

$

Goe
(40%)

Balances.....................................................................................................................................................
Transfer of debit balance in Goode’s capital account to his loan account......................................

Goe
Gettem
Goode

Profit.............................................................................................................................

Profit-and-loss ratio
Balances, December 31, 1934, after the first cash distribution of $1,500 ........................................
Profit on sale of sole remaining asset:
Spiting price.................................................................................................................. $2,250.00
Cost ...................................................................................................................................
1,000.00

As

$ 5,000.00

$1,000.00 $ 5,000.00
450.00

(4) Statement showing the amount that should be realized so that Goode’s share may exactly reimburse his partners for the deficiency assumed by them.
N ote.— The balance in Goode’s account at December 31, 1934 {$1,250), after offsetting his credit in the loan account ($1,000) is a $250 debit balance.
his share of the profits is 20%, any profit which exactly equals five times that debit balance would eliminate the deficiency, as shown below:
Capital accounts

450.00

....................

800.00 _________ __________

Together
$ 1,000.00

4,000.00

$1,000.00

Goode loan
account

$4,000.00
1,600.00

625.00

1,600.00

Goode
(20%)

$1,250.00

Gettem
(40%)

625.00
$

Goe
(40%)

(40%).............................................................................................................................
(40%).............................................................................................................................
(20%).............................................................................................................................

$

....................

Goe
Gettem
Goode

Profit.............................................................................................................................

Profit-and-loss ratio
Balances, December 31, 1934, after the first cash distribution of $1,500 ........................................
Profit on sale of sole remaining asset:
Selling price.................................................................................................................. $5,000.00
Cost ...................................................................................................................................
1,000.00

(3) Statement showing the distribution of $5,000 cash received on the realization of the “ sole remaining asset.”
N ote.— As it was agreed that the $1,500 cash should be distributed before realization of the sole remaining asset of $1,000, it is understood that $5,000
was received for this asset. The following statement begins with the balances in the accounts after the payment of the $1,500 as shown in (2).
Capital accounts
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No. 4 (20 points):
The Roane Realty Company purchased a sixty-acre tract of land (43,560
square feet to an acre) for $24,000 and spent $91,620 for improvements and
expenses. Of the acreage 701,100 square feet were used for streets, parkways,
alleys, etc.
No sales were made during the first year. During the second year lots were
placed on the market and sales were made based on two classes. One-third of
the land was placed in a class called “A” and the balance was classed as “ B.”
The lots were of equal size and contained 12,750 square feet each. The price
was 8¢ per square foot for class A and 7¢ per square foot for class B lots, with
discount of 10% on all sales for cash.
In the second year 10 class A and 17 class B lots were sold. Four of the ten
sales of class A, and six of the seventeen sales of class B were for cash. The
other sales were on the basis of 10% cash and nine additional equal payments.
During the third year all the other lots were sold. Ten class A and twentyfive class B lots were sold for cash; the rest on the ten-payment plan.
Profit is to be considered as earned and unearned. Earned profit is that part
of the profit that is realized by actual collection. At the end of the second year
(the first year of sales) there was still due on instalment sales an average of four
instalments which were paid in the third year. At the end of the third year
there was an average balance on instalment sales of three payments, all good
and collectible.
State the earned profit for each of the two years in which sales were made.
Carrying charges need not be considered.

Solution:
The total number of square feet in the 60 acre
tract is (43,560 square feet times 60)................. 2,613,600 square feet
from which the amount used for streets, park
ways, tract alleys, etc., should be deducted....
701,100

leaving the amount applicable to salable lots of. .

1,912,500 square feet

As there are 12,750 square feet to each lot, the number of lots available for
sale is determined to be (1,912,500÷12,750) 150. These lots are further di
vided between class “A” and class “B” in the ratio of 1 to 2 so that we find
that there were:

Class “A”...................................................... ............
Class “B”...................................................... ...............

50 lots
100lots

Total....................................................... ...............

150lots

The selling price of these lots by classes was:
Number

Total

$1,020.00

50

$51,000.00

892.50

100

89,250.00

150

$140,250.00

Each

Class “A”:
(12,750 times 8¢).........................
Class “B”:
(12,750 times 7¢)........................

Totals........................................
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The cost of these lots by classes was:

Total cost:
Land................................................................................................
Improvements and expenses........................................................

$ 24,000.00
91,620.00

Total........................................................................................

$115,620.00

Allocated to the two classes of lots, as follows:
Total

Class “A”:
(51,000/140,250 times $115,620.00)..........
Class “B”:
(89,250/140,250 times $115,620.00)..........
Total................................................................

Each

$840.87

$ 42,043.64

735.76

73,576.36

$115,620.00

The gross profit on these lots by classes was:

Sales price...........................................................
Cost.....................................................................

Class
“A”
$1,020.00
840.87

Class
"B”
$892.50
735.76

Gross profit........................................................

$ 179.13

$156.74

The unearned “income” is computed by ascertaining the gross profit on the
number of lots sold and by multiplying that result by the percentage of uncol
lected instalments.
The unearned income (gross profit) by years was:

Percentage of uncollected instalments.........................

Second
year
40%

Class “A”:
Lots sold on instalment plan.....................................

6

Unearned income.........................................................
Class “B”:
Lots sold on instalment plan.....................................
Unearned income.........................................................

141

$429.91

11
$689.66

Third
year
30%

30
$1,612.17

58

$2,727.28
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The Roane Realty Company
Statement of gross income, by classes of lots, for the second year
Class “A” Class “B”
Total
Number of lots sold........................
(10)
(17)
(27)
Gross sales:
Cash sales.....................................
$ 4,080.00 $ 5,355.00
$ 9,435.00
Instalment sales.........................
6,120.00
9,817.50
15,937.50

Total sales............................
Less: discount on cash sales (10%)

$10,200.00
408.00

$15,172.50
535.50

$25,372.50
943.50

Net sales...........................................
Deduct: cost of sales:
Class “A” (10 lots at $840.87)
Class “B” (17 lots at $735.76)

$ 9,792.00

$14,637.00

$24,429.00
20,916.62

Gross profit on sales.......................
Deduct: unearned income (gross
profit).......................................

$ 1,383.30

$ 2,129.08

$ 3,512.38

429.91

689.66

1,119.57

Gross profit earned.........................

$

953.39

$ 1,439.42

$2,392.81

8,408.70
12,507.92

The Roane Realty Company
Statement of gross income, by classes of lots, for the third year
Class “A” Class “B”
Total
Number of lots sold........................
(40)
(83)
(123)
Gross sales:
Cash sales.....................................
$10,200.00 $22,312.50 $32,512.50
Instalment sales..........................
30,600.00 51,765.00
82,365.00

Total sales............................
Less: discount on cash sales (10%)

$40,800.00
1,020.00

$74,077.50
2,231.25

$114,877.50
3,251.25

Net sales...........................................
Deduct: cost of sales:
Class “A" (40 lots at $840.87). .
Class “B” (83 lots at $735.76). .

$39,780.00

$71,846.25

$111,626.25
94,702.88

Gross profit on sales.......................
Deduct: unearned income (gross
profit).......................................

$ 6,145.20

$10,778.17

$16,923.37

1,612.17

2,727.28

4,339.45

$ 4,533.03

$ 8,050.89

$12,583.92

429.91

689.66

1,119.57

$ 4,962.94

$ 8,740.55

$ 13,703.49

Gross profit earned on sales of third
year...........................................
Add: gross profit earned on second
years’ sales...............................

Gross profit earned for the year. . .

33,634.80
61,068.08
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No. 5 (15 points):
John Gibbon died January 1, 1930, and left his property in trust to his
daughter Ethel. The income was to be paid to her as long as she lived and at
her death the trust was to go to his nephew, William Gibbon. He appointed
John Doe trustee at a fixed fee of $5,000 per annum. All expenses of settling the
estate were paid and accounted for by the executor before the trustee took it over.
Ethel died on September 30, 1933, and left all her property in trust to her
cousin, Joseph Hart. John Doe was appointed executor and trustee of her
estate and he agreed not to make any additional charges for these services.
All income was to be paid to Joseph Hart. The estate, which consisted solely
of Ethel’s unexpended income from the John Gibbon trust, was immediately
invested in 4% certificates of deposit.
The property received under the will of John Gibbon on January 1,1930, was:
10,000 shares of the K. O. Corporation, valued at $100 each.
$300,000 bonds of the K. O. Corporation, paying interest on June 30th and
December 31st at 6% per annum.
In the five years ended December 31, 1934, the trustee received the following
dividends on the stock:
February 1, 1930..................................................... $ 40,000
“
“ 1931.....................................................
40,000
“
“ 1932.....................................................
40,000
“
“ 1933.....................................................
60,000
“
“ 1934
60,000
and he made the following payments:
Expenses .
$100 a month, totaling................................... $ 6,000
$5,000 per annum, totaling...............................
$ 25,000
To beneficiaries:
Ethel Gibbon
1930................................................. $27,250
1931.................................................
35,000
1932.................................................
25,000
1933................................................
37,000 $124,250
William Gibbon
1933................................................. $17,000
1934 .................................................
46,000 $ 63,000
Joseph Hart
1934............................................
$ 3,000
The surplus income was left on deposit in the bank and drew no interest.
Prepare trustee’s accounts covering the five years ended December 31, 1934,
showing the beneficiaries’ interests.

Solution:

Exhibit A
John Gibbon Trust—John Doe, Trustee
Charge and discharge statement as to principal from January 1, 1930, to
December 31, 1934
I charge myself with:
Assets per inventory:
10,000 shares of the K. O. Corporation valued at $100 each $1,000,000.00
$300,000 par value of bonds of the K. 0. Corporation
paying interest at 6% per annum on June 30th and
300,000.00
December 31st.................................................................
Total...................................................................................... $1,300,000.00

The above assets belonging to the trust are still in the trustee’s possession at
December 31, 1934.
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Exhibit B
John Gibbon Trust—John Doe, Trustee
Charge and discharge statement as to income from January 1, 1930, to Decem
ber 31, 1934
I charge myself with:
Dividends on 10,000 shares of K. O. Corporation stock.... $ 240,000.00
90,000.00
Interest on K. O. 6% bonds......................................................

$ 330,000.00

Total

I credit myself with:
Expenses:
Expenses...........
Trustee’s fees..

$ 6,000.00
25,000.00 $

Payments to beneficiaries:
Ethel Gibbon.............
William Gibbon........

31,000.00

$124,250.00
63,000.00

187,250.00

Payment to the executor of the estate of Ethel Gibbon....

100,000.00

$ 318,250.00

Total
Balance of undistributed cash held for William Gibbon

$

11,750.00

Note.—The details of the cash receipts and expenditures of this trust are
shown in exhibit C.
Exhibit C
John Gibbon Trust—John Doe, Trustee
Statement of cash receipts and disbursements for the period January 1, 1930,
to December 31, 1934
Distribution

Amount

Ethel
Gibbon

William
Gibbon

Receipts:
Dividends received (10,000 shares
K. O. Corporation):
February 1, 1930........................... $ 40,000.00 $ 40,000.00
1931...........................
40,000.00
40,000.00
1932......................
40,000.00
40,000.00
1933 ...........................
60,000.00
60,000.00
1934 ...........................
60,000.00
$60,000.00
Total dividends.........................

$240,000.00 $180,000.00 $60,000.00

Interest on K. O. Corporation bonds
($300,000 at 6% per annum):
June
30, 1930....................... $ 9,000.00 $ 9,000.00
December 31,1930 ........................
9,000.00
9,000.00
June
30,1931........................
9,000.00
9,000.00
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9,000.00
9,000.00
9,000.00
9,000.00
9,000.00
9,000.00
9,000.00

December 31, 1931.......................
June
30,1932........................
December 31, 1932.......................
June
30, 1933.........................
December 31, 1933.......................
June
30, 1934.........................
December 31, 1934.......................

9,000.00
9,000.00
9,000.00
9,000.00
4,500.00 $ 4,500.00
9,000.00
9,000.00

Total interest............................. $ 90,000.00 $ 67,500.00 $22,500.00
Total income.............................. $330,000.00 $247,500.00 $82,500.00

Disbursements:
Expenses:
From January 1,1930, to Septem
ber 30,1933 (45 months at $100
$ 4/500.00 $ 4,500.00
per month).............................
From October 1, 1933, to Decem
ber 31,1934 (15 months at $100
$ 1,500.00
1,500.00
per month).............................

Trustee’s fees:
From January 1,1930, to Septem
ber 30, 1933, (3¾ years at
$5,000 per year).....................
From October 1,1930, to Decem
ber 31, 1934............................

18,750.00
6,250.00

18,750.00

6,250.00

Total expenses........................... $ 31,000.00 $ 23,250.00 $ 7,750.00

Excess of income over expenses..........

$299,000.00 $224,250.00 $74,750.00

Payments to beneficiaries:
1930.................................................
1931.................................................
1932.. .............................................
1933.................................................
1934.................................................

$ 27,250.00 $ 27,250.00
35,000.00
35,000.00
25,000.00
25,000.00
37,000.00 $17,000.00
54,000.00
46,000.00
46,000.00

Total payments to beneficiaries $187,250.00 $124,250.00 $63,000.00

Balances.................................................. $111,750.00 $100,000.00 $11,750.00
100,000.00 100,000.00
Payment to Ethel Gibbon trust.........
Balance of cash on hand held for
$ 11,750.00 $
William Gibbon.............................
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Exhibit D

Ethel Gibbon Trust—John Doe, Trustee
Charge and discharge statement as to principal from September 1, 1933, to
December 31, 1934
I charge myself with:
Cash received from the unexpended income due to Ethel
Gibbon from the John Gibbon trust, which cash has been
invested in 4% certificates of deposit................................. $100,000.00

The above certificates of deposit belonging to the trust are
still in the trustee’s possession at December 31, 1934.
Exhibit E

Ethel Gibbon Trust—John Doe, Trustee
Charge and discharge statement as to income from September 30, 1933, to
December 31, 1934
I charge myself with:
Interest received during the period on the 4% certificates of
deposit (1¼ years at 4% on $100,000)................................... $ 5,000.00
I credit myself with:
Payment to the beneficiary, Joseph Hart during 1934 ..........
3,000.00

Balance, December 31, 1934.............................................................. $

2,000.00

The above balance belonging to the trust is represented by
cash held by the trustee at December 31, 1934.

No. 6 (10 points):
On April 30, 1935, the X Y Z Corporation, a newly organized holding com
pany, acquires all of the outstanding capital stocks of Companies A and B (the
latter company owning the entire outstanding capital stocks of Companies C
and D) by issuing all of its own stock share for share to the stockholders of
Companies A and B.
It is established that:
(1) The earned surplus of Company A on April 30, 1935 was........ $.150,000
(2) The earned surplus of Company B (including 85,000 represent
ing the combined earned surplus accounts of Companies C and
D on the dates they were acquired by B) was...................
235,000
(3) None of the companies A, B, C or D had a capital surplus on
April 30, 1935...................................................................................
(4) The combined earnings of all companies for the two months
ended June 30, 1935, were.......................................................
60,000
Question A
How would you deal with the above items in the June 30, 1935, balancesheet of the X Y Z Corporation?
You are called into consultation by the directors of the X Y Z Corporation
on July 15, 1935. They inform you that they wish to continue dividends of
the same amount that the original stockholders of the subsidiary companies
have been receiving regularly and that such amount would be $200,000.

146

Students' Department
Question B
State briefly the advice you would give them. You may assume that the
earnings of Companies A and B and also the dividends paid to their respective
stockholders have been equal.
Solution:
(A) From the statement of the problem it appears that the X Y Z Corpora
tion was a holding company and had no income other than that received from
its subsidiaries. The problem does not state the basis at which the invest
ments in the subsidiary companies were recorded on the books of the holding
company at the time of the exchange (April 30, 1935). Two bases may be
used. The accounts may be shown (1) at the par value of the subsidiary com
panies stock accounts (the exchange was on a share for share basis), or (2) they
may be written up to the book value of the underlying net assets of the sub
sidiary companies with the offsetting credit for the surplus accounts of the sub
sidiaries shown in the accounts of the X Y Z Corporation as “surplus of sub
sidiary companies at the date of acquisition”. The earnings for the two
months ($60,000) during which the subsidiaries were owned and controlled by
the X Y Z Corporation may be taken up in its accounts by debiting the invest
ment accounts and crediting “Earnings of subsidiaries during period of owner
ship.” If method (1) is followed, the book value of the subsidiaries may be
stated parenthetically in the balance-sheet of the X Y Z Corporation.
The financial condition of the X Y Z Corporation would be more clearly pre
sented by means of a consolidated balance-sheet of all of the companies. In the
preparation of a consolidated balance-sheet, the reciprocal accounts (the invest
ment accounts in the subsidiaries on the holding company’s books, and the
capital stock and surplus accounts prior to the date of acquisition of the sub
sidiaries on the subsidiaries’ books) would be eliminated and the assets and lia
bilities of the companies would be consolidated. The combined earnings
($60,000) since acquisition would be shown as consolidated surplus.
(B) The answer to this question depends upon the statutes of the state of
incorporation of the companies. It is true that the X Y Z Corporation owns
and controls the subsidiary companies and may, through the boards of directors
of these companies, have dividends declared and paid to the X Y Z Corpora
tion. From the viewpoint of the economist, the X Y Z Corporation has en
joyed an increase in its net assets of $60,000 during the two months’ period of
ownership. But from the legal viewpoint, the X Y Z Corporation has no earn
ings until it actually receives dividends from its subsidiaries, and may not pay
any dividends to its stockholders until it realizes on the earnings of its subsidi
aries.
A further complication is apparent when we consider the possibility of the
subsidiary companies declaring and paying dividends in excess of the earnings
during the period of holding ($60,000). Is the entire amount received as a
dividend an earning, or should we treat all in excess of the earnings during the
holding period as a return of capital or a reduction in the cost of the investment
in the subsidiary? And does the fact that the X Y Z Corporation is carrying
the investment accounts at book value, rather than at cost, change the situation?
I would discuss the question with the board of directors, and suggest that
they consult the company’s attorney for advice on the legal aspect of the
question.
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No. 7 (10 points):
Company A owns 80% of the capital stock of each of the companies B and C.
Company B owns 90% of the capital stock of Company D. Company C owns
95% of the capital stock of Company E. Company D sells to Company E real
estate costing $100,000 for $150,000 cash.
On the assumption that there was justification for the sale of the real estate
and that the selling price was the fair market value at the time of the sale, show
how the profit of $50,000 is to be treated in the consolidation of—
(1) Company B and its subsidiary, Company D
(2) Company C and its subsidiary, Company E
(3) Company A and its subsidiaries, Companies B and C
Solution:
(1) Consolidation of Company B and its subsidiary, Company D.
Company B owns 90 per cent. of the capital stock of Company D
which sold the real estate at a profit of $50,000 to Company E, which is
not in this particular consolidation. Therefore, Company B’s interest
in the profit is 90 per cent. of $50,000 or $45,000, which amount may be
taken up in the consolidated surplus of the combined companies. The
minority interest of 10 per cent., or $5,000 should be shown separately
under the caption, minority interest.
(2) Consolidation of Company C and its subsidiary, Company E.
Company E was the company which purchased the real estate from
Company D. As the profit accrues to the selling company, and
neither Company C nor Company E has any interest in the selling
company, the consolidation of Companies C and E would not consider
the profit, as such. The cost of the real estate would be shown in the
consolidated balance-sheet of these two companies at $150,000.
(3) Consolidation of Company A and its subsidiaries, Companies B and C.
As Companies B and C own 90 per cent. and 95 per cent. of Compa
nies D and E, respectively, these latter companies also should be in
cluded in the consolidation. However, a reserve for the intercompany
profit in the sale of the real estate by Company D to Company E
should be reflected in the consolidated balance-sheet as a deduction
from the cost to Company E; i. e., $150,000. The question to be
answered is—What is the amount of the profit on this sale to the con
solidation?
If we bear in mind that the problem is to eliminate any profit in the
surplus account of the selling company which might otherwise
be taken up in the consolidated surplus account, we find:
Profit to Company D........................
Share of profit to Company B (90%
of $50,000).......................................
Share of profit to Company A (80%
of $45,000).......................................

$50,000
45,000

36,000

If the sale of the real estate had been made to a company outside of the con
solidation, the consolidated surplus account of Company A and all of its sub
sidiaries would show $36,000. The difference between this amount and the
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$50,000 profit shown on the books of Company D would be the minority
interests’ share of the profit. However, as the “sale” was made to another
company within the consolidation, the holding company’s interest in the
profit must be eliminated by setting aside a reserve of $36,000 for the inter
company profit which will appear in the consolidated balance-sheet as a deduc
tion from the real estate valued at $150,000.
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